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OP1 NI ON

These appeal s are made pursuant to section
185931/ of the Revenue and Taxation Code from the
action ofthe Franchise Tax Board on the protests of
Raymond 3. and Lillian I. Lull against proposed assess-
ments of additional personal income tax in the anounts of
$1,280.18, $6,720.67, $3,647.72, and $3,300.63 for the
years 1976, 1977, 1978, and 1979, respectively.

I7UnTess otherw se specified, all_section_references
are to sections of the Revenue and Taxation Code as in

effect for the years in issue.
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The main issues for decision are as follows:%

(1) Whether there was a bargain sale of
property to appellants by Maecon, Inc., in1976, thereby
triggering constructive dividend treatnent to them

(2) Whether wi thdrawals from Maecon, Inc., by
appeLIants were bona fide loans or constructive dividends
to them

(3) Whether a tax-deferred exchange between
appel l ants and Maecon, Inc., in 1977, resulted in the
recei pt of boot by appellants, thereby triggeri'ng the
recognition of gain realized to the extent of the boot
received, and if so, what was the correct anount.

~ (4) Whet her respondent properly adjusted
?8 5eC|at|on deductions taken by appellants in 1978 and

_ (5) Whether respondent properly disallowed
i nterest deductions clainmed by appellants for paynments
al l egedly made to Maecon, Inc., in 1979.

These appeals are conpani on cases to the Appea
of Maecon, Inc., decided this same day. Appellants~are
OWnNers .6 percent of the issued and outstandi ng
shares of Maecon, Inc. (hereinafter «eMaecon.). The above
i ssues primarily involve deal i ngs the appellants had with
Maecon and will be dealt with 1n sequence.

(19Bargain Sal e

| n 1973, Maecon purchased a lot for $29,096 in
an arm's-length transaction. In 1976, Maecon sol d that
sane lot to appellants forwhat it had paid forit in
1973 - $29,096. Uponaudit, respondent concluded that
appellants had paid | ess than fair market val ue forthe
| ot and that they had received aconstructive dividend to
the extent of the difference betweenthe price they paid
and the fair nmarket value of the property. Initially,
respondent determ ned that the tair market valueofthe
lot in 1976 had increased 40 percent over the purchase
price in 1973. Eowever, after appellants provided county

onput at 1 onal questions, such as tax preference
l1ability and capital |loss carry forward eligibility in
1978, have been raised but such questions are answered by
the resolution of the major issues.
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property tax statements indicating that the county asses-
sor had increased the value of the lot by 5.7 percent
over the same period, respondent revised its estimate of
the fair market value of the lot in 1976 to eight percent
over its original cost to the corporation. (Resp. Br.,
Nov. 19, 1982, at 8.)

_ Respondent argues that its "estinate of
increased fair market value should be determined to be
correct as county assessors' estinmates offair market
val ue are normall'y conservative.”" (Resp. Br., Nov. 18,
1982, at 8.) Notw thstanding respondent's |ower adjust-
ment, appellants maintain that no bargain sale occurred
bet ween them and the corporation. Appellants argue that
had Maecon sold that property to sonmeone other than them
I n an arm's-length transaction, a real estate commission
and ot her closing costs would have been incurred by
Maecon SO that the net to the corporation would have
actual |y been | ess than what appellants paid the corpora-
tion in 1976. For exanple, if Wiecon had sold the sub-
ject property to an unrelated third party in atypical
arm's-length fransaction at the respondent's val ue of
$31,422 ($29,096 plus eight percent), and paid standard
closing costs and a real estate conm ssion apﬁrom mat i ng
a total of ten percent, the net proceeds to the corpora-
tion woul d have been $28,281 or about $1, 000 | ess than
what it actuaIIY received fromappellants. Accordingly,
appel l ants conclude that the net price that the corpora-
tion received was at or near the *net* market val ue of
the property in 1976, and, as a consequence, no bar gai n
sal e occurred. (app. Br., July 5, 1983, at 2.1

It is, of course, well settled that when a
corporation sells corporate property to its sharehol der
forless than its fair market value, it is engaging in a
distribution of property constituting adividend unless
some specific statutory exception apPI|es. (g eal s of
Arcadia Industries, Inc., et al., Cal. St. Bd: .
April 6, 1977.) S nggz no exceptions have been advanced,
we are called upont o address the primary factual ques-
tion of the fair market value of the subjectproperty in
1976. Based upon the evidence presented, we cannot con-
clude that Maecon transferred the subject proEerty to
appel lants in 1976 for less than its fair narket val ue.
First, as noted above, Maecon |ikely netted nore through
its sale to appellants than it woul'd have In an arm's-
| ength sale to sone third‘person at respondent's val ue,
Second, respondent admts that the determnation of fair
market value is only an estimate. |t seemsto us that
Maecon's cal cul ation of the value of the property in 1976
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is within close range of whatever its "real value" was at
the time and, certainly, in that |ight, reasonable. _
Lastly, the purpose for finding constructive dividends in
cases where corporations transfer assets to sharehol ders
at less than fair nmarket value is to prevent the transfer
of retained earnings to sharehol ders w thout dividend
treatment. By not having to pay closing costs and a rea
estate conmm ssion, Maecon has actually preserved its
tetained earnings for future dividends to its share-

hol ders and the subject sale was, therefore, not abusive.
Accordingly, based upon the above, we nust find that the
sales price in 1976 approximated its fair market value
and, as a result, no bargain sale occurred. Accordingly,
respondent nust be reversed on this issue.

(2) Advances

During the years at issue, Xaecon nmade vari ous
advances to appel lants which they contend were | oans.
Maecon had four different accounts which docunmented cer-
tain advances to its shareholders. Three of these
accounts showed repaynents over tinme of the amunts with-

drawn. However, account number 111 showed conti nuous
w t hdrawal s over a nunber of years with an increasing
bal ance.  The bal ances due Maecon from account number 111
were approximately asfollows:

R Lul
1976 $137, 082
1977 146, 349
197' 8 167, 384
1979 188, 735

During the years at issue, appellants did not
repay the purported loans or interest thereon ref | ect ed
by account number 111. Wil e Maecon had substanti al
retained earnings it declared no dividends. Upon audit
respondent treafed all the advances reflected In account
nH e{ 111 asconstructive dividends to appellants rather
than | oans.

Oon appeal, appellants contend thatthe advances
reflected by account number 111 were bona fide | oans.
Appel I ants argue that, during the yearsat issue, the
advances were treated as |oans on the corporation's
books, interest was accrued yearly, demand notes were
Issued, there was an intention fo repay the advances, and

art of the advances reflected in other ‘accounts were, in

act, repaid. Moreover,jfggellan:s argue that Maecon
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required a large retained earnings account in order to
maintain its active operations. ~In contrast, respondent
notes that, in spite of the large amount of retained
earnings, no dividends were declared.

The question of whether appellants' wthdrawals
are to be characterized as divi dends or loans depends on
all the facts and circunstances surrounding the transac-
tions between themand the corporation. (Wiese V.

Conmi ssioner, 35 B.T.A 701, affd., 93 r.2d 927 (8th
Ot.], cert. den., 304 U S, 562 [82 L.Ed. 1529] (1938).)
Specifically, the question is whether at the tinme of each
w thdrawal there existed an intent by each sharehol der to
repay the purported loan and by the corporation to
enforce the obligation. (Comm Ssioner v. Makransky, 321
P.2d 598 (3@ Cir. 1963).) Furthermore, special scrutiny
of the situation is invited where the withdrawer is in
substantial control of the corporation (Haber v.

Commi ssioner, 52 T.C. 255 (1969) )and wi t hdr awal s under

SUch crrcumst ances are deemed to be dividend distribu-
. tions unless the controlling stockholder can affirna-

tively establish their character as loans. (Wlson_v.
Commissioner, 10 T.C. 251, affd. sub. nom, wilson Bros.
& Co. v. commissioner, 170 P.2d. 423 (9th G T. 1948).)

W can attribute little significance in the
resolution of this matter to the fornalities noted by
appel lants.  First, appellants point out that notes were
executed and that this is a generally accepted indicator
that a bona fide |oan existed. However, such notes were
demand notes with no fixed schedule for repaynment. We
have hel d before that such instruments contribute little
asevi dence of genuine indebtedness. (Appeal of
WlliamR and May R_Horn, Cal. St. . O :

T, Y, <elang, el | ant's argue t hat ' Maecon
carried the accounts as | oans and interest was accrued.
However, as indicated above, it has never been estab-
| i shed that appellants ever, in fact, paid any interest
t 0 Maecon, Furthernore, no evidence has been presented
whi ch woul d indicate that a definite time and manner of
repaynent was specified.

. Appellants argue that Maecon did not declare
any divi dends becauseithad to maintain |arge retained
earnings in order to sustain its operations. However,

. ~ there 1s no substantiation of this allegation in the
record. The lack of both declared dividends and adequate
indicia of a genuine indebtedness |ead us to conclude
that the withdrawal s of funds werenotbona fide | oans,
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but were taxable constructive dividends. Accordingly,
respondent's action mustbe sustained on this issue.

(3) Boot and Determ nation of Gain

On Novenber 30, 1977, Maecon exchanged vacant
| and (hereinafter ®*Barbor |sland") for landowned by
appel 'ants which contained a rental building (hereinafter
*via Lido Sound") in a section 18081 tax deferred
exchange. The Via Lido Sound property was inmediately
sol d by Maecon to anunrelated third party in an arm%
| engt h' transaction for $250, 000. While on August 1,
1977, Maecon had contracted for a house to be bujlt on
t he Harbor Islandngropert¥, wor K gro ress records indi-
cate that by Novenber 1977, only $274 in construction
costs had beenincurred by by Maecon. (Resp. Br., May 8,
1984, Bx. C-3.) To balanceoutt he equities between the
two properties exchanged, Maecon made a $90, 000 advance
Payment to the builder on Novenber 28, 1977. In addi-
ion, appellant had previously received $10,000 from
Maecon for an option to purchase the Via Lido Sound

property.

~ The $90, 000 paynent was considered to be part
of the like kind exchange by appellants so that no
gain was recogni zed. However, respondent determ ned that
fhe $90, 000 paynent was 'boot' to the extent of the gain
realized by appellants on the exchange. Moreover,
respondent” determ ned that consideration received by
appellants for-tie-option was<part of "the consideration
received in the exchange and was al so boot. On appeal,
appel l ant s only address the $90, 000 payment by Xaecon and
argue that suc paz/)ment was *for construction incurred
(per invoice) and brought the equities of the exchange
%o 5ertie3| nt)o approxi mate equality: (app. Br., My 5,

, at 2.

It is, of course, well settled that in a tax
deferred exchange, if ataxpayer recei ves “other
property” or ®boot" in addition to the |ike-kind propert
permtted to be received without recognition of gain, th
gain, if any, will be recognized to the extent of the
lesser of gain realized or the boot received. (See
Treas. Reg. §1.1031(b)-1.) The exchange of real
Property for a contract to construct a hew pl ant has been

ound not to bean exchange of |ike-kind properties but
"ot her property® or boot to the extent of the value of

y
e

the contract. -(Bloom ngton Coca-Cola B. Co. v. _
Conmi ssioner, 189 F. r. Accor di n%I Y,
[0 The extent that Maecon made an advance' paynent to the
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contractors for construction on the Harbor |sland prop-
erty, appellants received other property or boot. ~ Appel-
lants have offered no evidence that the construction had
t aken ﬁlace prior to the exchange. W nust, therefore
find that the $90,000 payment was an advance_Paynent at
the time of the exchange and,  as such, constituted other
pro?erty or boot. Moreéover, |t.|s.mell settled that pay-
ment for an option to purchase is inconme to a seller when
the option is exercised. (Aikenv. Commissioner, 35 F.2d
620 (8th Cir. 1929), aff'd 282 U.S. B I[TATLFd. 339]
(1931).) Accordingly, at the time of the exchange,
income realized By appellants would include that derived
fromthe option. ~Since the consideration received for
that option was cash, such sumwould also constitute
boot, the gain from which woul d be recogni zabl e.

Based on the above, respondent's determ nation
with respect to the receipt of boot in the anount of
$100, 000 bK aPpeIIants nust be sustained, Next, we nust
conﬁlger the tax effect to appellants of the receipt of
such boot.

In orderto determne-the tax effect to appel -
| ants of such boot, the gain realized fromthe transac-
tion nmust be determned, which, in turn, requires that
the fair market values of the properties exchanged be
determned. Since there was apparently no appraisal of
either property at the time of exchange, this determ na-
tion of the values of the properties would appear to

resent some difficulty. As wll be recalled, the Via

i do Sound property which, initially, belonged to appel-
| ants was sol d by Maecon immediately after the exchange
to an unrelated third party in an arm's-length transac-
tion for $250,000.

Respondent admts that the fair nmarket value of
t he Harbor Island property "mght appear” to be estab-
lished fromthat sales price. (Resp. Br., May 8, 1984,
at 12.) However, respondent appears to question the
significance of this sale for establishing the val ue of
the equities exchanged and, derivatively, the fair market
value of the properties involved. Respondent argues that
the conpari son between the two properties’ assessed
val uations and nnrtga?es carried against such properties
indicates that the value of the Harbor |sland property
shoul d be hL%her. (Resp. Br., My 8, 1984, at 12:
Ex. A6.) wever, based upon the evi dence presented, we
conclude that the best indication of value with respect
to the exchange IS established by the admtted arm's-
l ength sale of the Via Lido Sound property imediately
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after the exchange. Accordingly, we find that the fair
mar ket val ue of the properties exchanged and, deriva-
tively, the gain realized from the exchange must be based
upon that sale (Via Lido Sound for $250,000) and that the
respondent's determnation of gain to be recognized nust
be nodified in accordance with this finding.

(4) Depreciation Adjustnments

In 1978, appellants spent over $240, 000 to con-
struct and furnish a rental house on the Harbor Island
property.  Appellants' records indicate that the house
was rented in Cctober 1978, but that construction con-
tinued during 1979. On their tax return for 1978, the
depreciable life of the house was shown to be 25 years
and depreciation for a full year was taken on the
200 percent doubl e declining balance nethod.

Upon _audit, respondent increased the life of
the house to 35 years and all owed depreciation only from
October 1978.  Moreover, depreciation was allowed on the
furniture and on a dock for only three-nonths rather than
for a full year. (Resp. Br., Hay 8, 1984, at 6; Bx. A-9
& A-10.) On appeal, appellants argue that *[tlhe |ife
sel ected of 25 is certainly not unreasonable: (app.

Br., May 5 1985, at 5.) Moreover, they argue that 'since
the property was under construction in July of 1977, it
was avallable for use in the first quarter of 1978 so
that a full year's depreciation in 1978 is warranted,

pel l ants note that the construction that continued
until 1979 was not for itens that prevented the house
frombeing rented. BHowever, appellants have submtted no
evi dence which woul d establish the useful life of the
house at 25 years or that it was available for use in
early 1978.

It is, of course, well settled that respon-
dent's determnation with respect to the proper deprecia-
tion allowance is presumed correct. |n sbpeal 6f
Peni nsul a Savi ngs and Loan Associ ati on, éggt?ga-sy this

oard Jandatly ., 1974, We stated at page 3 of the
original opinion:

Under California law as under federal |aw
the taxing authority's determnation of a
proper depre0|at|on al l owance carries wth it
a presunption of correctness, and the burden
of showing the determnation to be incorrect
Is on the taxpayer. (Hotel De soto Co., T.C
Meno, April 5, 1945; ZAppeal 01 Frank Mratti
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Inc., Cal. St. Bd. of Equal., July 23, 1953;
appeal Oof Continental Lodge, Cal. St. Bd. of
E?ual., May 10, 1967.) Bere appellant has

of fered nothing but an unsupported statenent
that a 25~year [ife is reasonable in view of
t he hlgh|% conpetitive nature of the savings
and l[oan business. This is not enough to
satlsf¥ the burden placed on the taxpayer, and
we nust sustain respondent's action Iin
requiring the use of longer useful lives in
cal cul ating all owabl e depreciation.

_ As indicated above, appellants have offered
not hi ng but unsupported statements that a 25-year useful
life is reasonable and that the proFerty was avail abl e
for rent in early 1978. This is not enough to sustain
their burden and we nust, accordingly, sustain respon-
dent's action with respect to calculating allowable
depreci ati on.

. (S) I nterest

Maecon's corporate records indicate that it
accrued an interest paynent of $22,479 in 1979 which was
denoted aspaynment for interest. Although appellants
deducted this sumon their 1979 tax return as interest
expense, upon audit, they were unable to substantiate
3u8h ayment.  Accordingl'y, respondent disallowed the

educti on.

_ _ It is well settled that respondent's determ na-
tlonths Qresuned Eo be corrgft and that th%Aburgen IS
uponthe taxpayer to prove it erroneous. ealL "6t
Jani ce Rul e, gal. St. Bd. of Equal., Oet. 6, 1976.)
Furthernore, unsupported statenents do not overcone this
presunption. (Appeal ofCyde L. and Josephine Chadw ck
Cal. St. Bd. of Equal., Feb. Ib, 1972, pertants have
presented noevidence substantiating such payment.
| nst ead, appellants merely conclude that ®[t]Jhe anount
was paid for the accrued interest and was a proper deduc-
tion for 1979." (app. Br., May 5, 1985, at 3.) In |ight
of such unsupported statenents, we nust find that apperl-
| ants have not net their burden with respect to this
I ssue and that respondent's determ nation nust be

uphel d.

. _ _ Based upon the foregoing; respondent's deter-
m nation nust be nodified in accordance"with this
opinion. "
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing t her ef or

| T 1S BEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code,t hat the action of the Franchise Tax Board on the
protests of Raymond J. and Lillian |. Lull against _
proposed assessments of additional personal Incone tax in
the anmounts of $1,280.18, $6,720.67, $3,647.72, and
$3,300.63 for the years 1976, 1977, 1978, and 1979,
respectively, be and the same is hereby nodified in
accordance W th this opinion. In all other respects, the
action of the Franchise Tax Board is sustained.

pone at Sacranento, California, this 17th day
of June , 1987, by the State Board of Bgqualizatien,

with Board Menmbers M. Collis, wmr.Dronenburg, M. Bennett,
mr. Carpenter and wms.Baker present.

Conway H. Collis , Chai r man
Erpest JI. Dronenhurg  Jr , Member
Wlliam M Bennett ,  Menber
Paul Carpenter , Menber
Anne Baker* , Menber

*For Gray Davis, per Governnent Code section 7.9

=324~



